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LAFFER ASSOCIATES ECONOMIC OUTLOOK: 2010 AND BEYOND

By Arthur B. Laffer

John Connally was Secretary of the Treasury when federal budget deficits were huge by standards of the 1870s. When
asked about the deficit problem, his reply was, "The true deficit problem in Washington D.C. is the deficit of horses’ heads."

Forecast Summary '

Over any extendsd period of time, no economy can be prosperous if the government is overspending, raising tax rates,
printing too much money, over-regulating, and restricting international trade. It's really as simple as that. Espedcially when
the U.S. economy appears to have "green shoots”, it's imperative to remember the U.S. economy cannof have prosperity
given the policies of the Obama administration and Congress.

During 2010 the economy will continue to improve, growing by more than 4%. By the end of 2010 the unemployment rate
could fall to as low as 7.0% and the Obama Administration will be busting with pride and conceit. And then 2011 will enter
center stage, followed quickly by an economic catastrophe. All the factors that will make 2010 (and have already made the
tast half of 2009) lock so good will reverse direction, and 2011 will be a train wreck. The first effect is the so-called
“slingshot” or "freefall” effect. Whenever an economy stops freefall, as the U.S. economy has, everything seems better
because it's getting worse more slowly. The slingshot effect will exert a powerful positive influence on the U.S. economy in
2010 but won't exist in 2011. '

The second effect pertains to the Fed's wildly expansive monetary policy, which has produced a stock market boom, near
zero interest rates and a general feeling of euphoria. Those effects will persist for most of 2010, but wiil reverse in 2011.
Excessive monetary expansion will gradually turn into higher inflation and higher interest rates during 2010 and 2011 and
beyond. Any attempt to reign in excessive monetary expansion would lead to an immediate and precipitous economic
colfapse.

The third and final effect has as its critical feature the tax boundary of January 1, 2011 when President Bush's tax cuts
expire. In addition to this tax increase boundary, there will probably be Iots of other Obama Administration tax increases
centered on January 1, 2011.

In anticipation of known tax increases.the U.S. economy will shift income and output from 2011—the higher tax year—into
2010—the lower tax year. As a result of this income shift, 2010 will look a lot better than it should, and 2011 will be a train
wreck. ‘

The General Qutlook

By comparing the idyllic policies of each of the four grand kingdoms of economics with current policies we can see just
where the economy is headed.

° ldeally fiscal policy consists of spending restraint and low rate flat taxes. Today's U.S. fiscal policy is as far out of
control as I've ever seen. -Budget deficils and government spending are the highest they've been in over half a
century. Federal, state and local government spending is 38% of GDP with federal government spending
accounting for 27% of GDP. Meanwhile, tax receipts are below 16% of GDP for the federal government, and just
slightly above 26% for federal, state, and local taxes (Figure 1).
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Figure 1
U.S. Government Expenditures and Receipts as a % of GDP
(quarterly, percent, through Q3-09)
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In 2040 the U.S. will have a payroll tax rate increase, an estate tax increase and income tax increases. There's also a tax
increase coming in 2010 on carried interest. This rate will rise from its current level of 15% to 35%, and then it will rise again
in 2011. On state and local levels, there is also no government spending restraint and state tax rates are rising (Figure 2).
in short, fiscal policy in the U.S. is in terrible shape, and its moving in the wrong direction.

: Figure 2
Net State Legislated Tax Changes as a % of Previous Year Tax Collections (and in $bililons)
{annual, percent, through FY-09)
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o The kéy to good monetary policy is steadfastness and stability. The analogy | like using is that monetary policy is
like driving a tanker full of highly flammable materials on a very narrow bridge over a deep, deep, rocky gorge.
There's just no room for error, and adjustments that need to be made must be tiny, incremental and measured.

The objective of good monetary policy is for the Fed to provide as much certainty for the value of the U.S. dollar going out
into the futwe as possible. Everyone wants to know that the value of a dollar 30 years from now, 20 years from now, 10
years from now, and 5 years from now, will be approximately the same as its value is today, so that we can all make
contracts in dollars and not have to worry about inflation or deflation. Stability is everything.

A little over a year ago Federal Reserve Board Chairman Ben Bernanke oversaw the single largest Increase in the monetary
base in the history of the United States, from colonial times to the present, times ten (Figure 3). As a result, short term
interest rates are now down close to zero, which is almost as low as they ¢an go. | have never seen a worse monetary policy
in my life.

o Incomes policies include all of the indirect ways government affects business: regulations, restrictions,
requirements, healthcare, minimum wage, wage and price controls, union activity, and the like. U.S. incomes
policies have been pretty good but are currently moving rapidly in the wrong direction. The federal minimum wage
was raised by 41% in the last two years. There has been an enormous amount of government directed pro-union
activity. Health care "reform” is coming, and there are a lot of regulations coming on energy as well.

There has been a sharp change in direction for U.S. economic policy, away from reasonable reguiatoiy policy towards the
unreasonable. Now we all understand that a country has to have regulations. People can’t wake up in the morning and
decide which side of the road to drive on. But, the ideal incomes policies are designed to achieve the specific objectives at
hand without going beyond those objectives thereby doing collateral damage to the overall economy. Good regulatory policy
avoids unintended consequences. The U.S. is moving away from the ideal incomes policies at light speed.

e ldeal trade policy oceurs when there are no impediments to the free flow of goods and services and people across
national boundaries. For the sake of the ecanomy, free trade is essential, There are some things Americans make
better than foreigners, and there are other things foreigners make better than Americans. We and they would be
foolish in the extreme if Americans don't produce and sell to foreigners those things Americans make better than
foreigners, and foreigners don't produce and sell to Americans those things foreigners make better than Americans.
Free trade is a win-win situation for everyone. It's called comparative advantage, or the gains from trade, the theory
of which dates way back to the writings of English economist David Ricardo.

There are both consumption gains from trade and production gains from trade, and the U.S. today is among the freest trade
countries in the world. But while we're very free-trade today, we are moving in the wrong direction. The stimulus bill had
“buy America” provisions. The U.S. under President Obama has now restricted Mexican trucks from entering the U.S. The
U.S. has also imposed restrictions on imports from China. The President on & number of occasions has shown his distaste.
for NAFTA and the Colombian Free Trade Agreement. America is moving in the wrong direction.

From the perspective of the four grand kingdoms of economics, | see a U.S. economy that is overspending, raising tax rates,
printing too much money, over-regulating, and starting to restrict international trade. And to repeat, an economy cannot be
prosperous when all four kingdoms are moving in the wrong direction.

Green Shoots 7

But in spite of all the bad sconomic policies, there definitely are green shoots. So-called green shoots are positive economic
indicators, which have started to appear in the last few months of 2009 and are going to be quite prevalent throughout 2010.
2010 is going to look like a good year. In fact, my forecast for 2010 is as positive as anyone's.” The unemployment rate
could easily fall to 7.0% by the end of 2010. Real GDP growth will be greater than 4% for 2010, and the stock market clearly
has signaled the economy moving way off its trough. The stock market is up over 65% from its March 2009 lows.

There are three major factors that contribute to the green shoots. The first factor is called the “slingshot/freefall” effect and is
discussed at length in Alan Blinder's editorial, "The Case for Optimism on the Economy” in the December 16th Wall Street
Journal, page A27. Alan Blinder, a Princeton professor with whom | don't often agree, is right on the monay.

1.} The Slingshot/Freefall Effect
The first factor leading to green shoots is the freefall effect, or what Blinder calls the “slingshot” effect. To quote Blinder;

When the growth rate of any component of GDP rises, it gives overall GDP growth a boost. And going from sharply
negative growth to zero is a notable rise. ... During the first half of this year, the investmant component of GDP declined

' Dr. Ken Peterson on our staff has a different view of the world, but that's what makes a ballgame.
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at a stunning 38% annual rate. Since the investment share of GDP then was about 14%, this implosion accounted for

minus 5.4 percentage points of GDP growth. ... Then came the third quarter. Like a woozy prizefighter lifting himself off

the canvas, the baltered investment component of GDP managed to fige (at an 11% annual rate}, which added 1.3

percent points to GDP growth rather than subtracting 5.4 percentage points. Thal 8.7 point swing was the start of the

slingshot effect, which is not yet over.
And he’s right; the slingshot effect isn't over by any means. Blinder writes how payrolls are extraordinarily tight right now,
which-means that firms will need to hire more workers as their sales and production grow. To guote Blinder again, "The data
now show a clear trend that suggests that net job creation may be only a month or two away.” This slingshot effect is a
powerful force in this economy and soon will make the economy look a lot better. But this slingshot effect will long be a thing -
of the past by the time 2011 rolls around.

2,).The Fed's Printing of Money Effect :
In addition to an enormous slingshot/freefall effect, we have a wildly explosive monetary policy. Again, Alan Blinder has this

point nailed down. He writes:

Then there is the Federal Reserve's stupendously expansionary monetary policy. It is weil known that interest rales
work on the economy with long lags ... history suggests that Ihe time lag is closer fo two years than to one. So even the
normal policy lags are not over...the Fed continues 10 inject more medicine. Not by cutting interest rates, of course.
Zero is as low as you can go, and the Fed arrived there a year ago. But "quantitative easing” is slill in play. One
example is the morigage-backed securities {MBS) purchase program, which is adding MBS to the Fed's balance sheet.

Current monetary policy has been enormously. expansive, which will stimulate stock prices, housing prices, commodity
prices, the dollar prices of foreign currencies, and ultimately inflation. Quite possibly this expansionary monetary policy will
also stimulate some real economic growth,

Chairman Bernanke had an economic epiphany a little over a year ago, prior to which he had taken the position that the
Fed's primary role was to combat inflation. But, he then moved 180 degrees as he obsessed about being the Fed Chairman
of the second Great Depression. In literally an instant the Fed pumped an additional $1.2 triliion into the monetary base,
bringing the monetary base to its current leve! of $2.04 trillion (Figure 3).

Prior to the increase in the monetary base, banks in the aggregate could not issue additional liabilities without violating
reserve requirements. In September 2008 banks' reserves were $41 billion, and now they are $1.12 trillion (Figure 4).

Figure 3
lonetary Base
(bi-weekly, billions, semi-iog, through Dec-09)
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From start to finish the monetary base increased 128% (Figure 3 again), while total bank reserves have increased 25 fold
(Figure 4 again}. When banks have no reserve constraints, they are free to issue liabilities. 1t is this relationship between the
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monetary base and the money supply that constitutes the first of two stages of the monetary process. When the monetary
base Is first increased, the money multiplier declines by exactly the amount of the increase in the monetary base, and there’s
no change In the money supply. But as time passes banks start issuing more liabilities, which they can do either by making
loans—something they are nof doing now—or they can buy assets from the private sector.

- Figure 4
Total Reserves vs. Required Reserves
{bi-weekly, billions, semi-log, through Dec-0¢)

280 960
Total Reserves

480 - 480

240 - 240

120 1 k120

Required Reserves

| - -w'ﬁo

30 _— . — v T . T . 4 30
Sep-07 Dec-07 Mar-08 Jun-08 Sep-08 Dec-08 Mar-09 Jun-09 Sep-09 Dec-0g

fn due course following an increase in the monetary base, the M1 money supply should start to increase. And not
surprisingly, that is exactly what has been happening (Figure 5). The increase in the money supply over the past 14 months
has been 11.3%.

Figure 5
Sweep Adjusted M1
{monthly, blllions, semi-log, through Dec-09)
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Surprising, however, is that real GDP growth year on year is currently -2.8% with annualized quarterly growth rates of -2.7%,
-5.4%, -6.4%, -0.8%, and +2.2%. Usually when real GDP declines, money declines right with it. Not this time! Money growth
has been high and real GDP growth has been low. The monetary process is a powerful mechanism.?

The second stage of the monetary process concerns the relationship bstween the money supply and prices. Generally in
macroeconomics the relationship is called the equation of exchange. The equation of exchange is algebraically MV=PY -
where maoney (M) times the velocity of money (V) equals the price level (P} times the volume of real income (Y). An increase
in the money supply leads to an excess supply of money instantaneously and so velocity falls, but as time passes people
readjust their portfolios and the excess money causes velocity to start to rise along with prices. This second stage of
monetary analysis is also starting to happen.

The ten year expected rate of inflation has gone from roughly zero at the end of 2008 to about 2.25% today, an unusually
sharp increase in so short a period of time (Figure 8). This sharp increase in expected inflation perhaps makes some sense
following as it has one of the sharpest declines ever in the preceding months. Expected inflation today is no higher than it's
been for the last five or six years, but | do expect it to continue to climb.

) Figure 6
10 Year Expected Infiation
(daily, percent, through 01-06-10)
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The steepness in the term structure of interest rates can also be an indicator of future inflation. The vield curve today is the
steepest it has been in 16 years. Spot commodity prices have been rising much faster than they should be rising given the
current state of the economy, which means impending inflation to me. In a recession like the one we're in today, spot
commodity prices should be falling, not rising, yet today they are rising. Spot commodity prices today are more than double
the level they were at during the 2001 recession (Figure 7), again representing a sign of impending inflation.

2 Seott Grannis formerly of WAMCO of Pasadena, California has written a paper explaining the shortcomings of focusing on M2 as a proxy for money
supply. In his paper, “The Confusing Connection Betwesn M2 and Inflation,” hil -iiscoltgrannis.blogspot.com/2009(12/confusing-connection-between-
m2-and html. December 15, 2009, Grannis explains why M1, not M2, is more appropriate when examining the relationship between the monetary
base and money growth. To guote: “The source of the problem/conundrum here is that while M2 is an excellent measure of liquid monay that is
avaitable to be spent, it is a much better of money demand than il is of money supply. According 1o the monetary theory of inflafion, inflation’ occurs
when the supply of money exceeds the demand for it; in other words, when the Fed suppties more money to the economy than the ecenomy wants.”

6
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Figure 7
Dow Jones Spot Commodity Index
{monthly, through Dec-09)
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The foreign exchange value of the dollar has also declined over the past seven or eight years. Much of this depreciation can
be explained by a terms of trade effect, i.e. the relative prices of U.S. and foreign products. As a resuit of the dollar's fall, the
U.S. has moved from a huge trade deficit/capital surplus position to much smaller deficits. This kind of change in the trade
balance does precipitate a change in the terms of trade - that's true, But there’s also a substantial decline in the value of the
dollar associated with the change in the U.S. dollar's expected relative purchasing power. The weakening dollar is reflecting
differential expected rates of national inflation over the coming several years, which is all part and parcel of the Fed's
increase in the monetary base.

Like exchange rates, there is also a non-inflationary compenent of an increase in gold prices that occurs in times of
heightened fear. Gold prices have spiked from around $265 an ounce in January of 2001 to just over $1115 an ounce today.
Not all of this increase in the price of gold can be attributed to an increase in inflationary expectations. | personally attribute
the rise in the price of gold up to $900/oz to fear—the bad economy, banking collapse, etc.—but beyond $800/cz, the
increase in the price of gold is attributable to inflationary expectations. Furthermore, oil prices today are much higher than
they should be given the state of the world economy. U.S. net imports of oil are at their lowest levels in quite a whils (Figure
8). In a deep recession oil prices should be very low, but they aren’t—more evidence for future inflation.
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Figure 8
U.S. Imports of Crude Qil: Quantity and inflation-Adjusted Cost
{monthly, through Oct-09)
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As menticnad earier, the 10-year expected inflation is calculated by taking the difference between the 10-year nominal T-
note vield and the 10-year TIPS (Treasury Inflation Protected Security) vield.? By calculating expected inflation over different
horizons—from one to ten years into the future—we can also develop a term structure of expected one year rates of inflation.
The expected one year rate of inflation one year from now is calculated using the expected inflation derived from the 2-yr
TIPS yield and the 2-yr nominal yield and then subtracting the one year expected inflation. To calculate the expected one
year inflation for every year going forward, simply repeat this process for every year all the way out to 10 years. The end
result is a term structure of expected one year inflation rates. These numbers show the expected one year rate of inflation
rising sharply up to almost 4% over the course of the next six or seven years. Six months ago, the one year expected rate of
inflation seven years from now was roughly 1.125% (Figure 9). The term structure of the expected one year rate of inflation
has been rising sharply over the recent past. ' ’

3 Subtracting the {TIPS) yield from the naminal yield provides an approximation of expected inflation. The exact calculation for expected inflation is (1
+ nominal yield) / (1 + real yield) — 1.
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Figure 9

Term Struciure of Expected One-year Rates of Inflation
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Substantial Increases in the money supply will not only lead to inflation, but will also lead to apprematlng asset values.
Suffice it to say, the Fed's printing of money has led 1o the recent sharp rise in stock prices {Figure 10) This is almost
exactly what happened in the last haif of 1998,% when the Fed increased the monetary base dramatically, anticipating the
Y2K problem. Asset values surged, and when the excess monetary base was removed from the system in January of 2000,
in fact, the NASDAQ in the last half of ‘99 hit 5,000, and then subsequently came down in 2000.
Even today the NASDAQ is only 2,300. The Fed’s printing of money has definitely inflated stock prices. The Fed's policies

asset values collapsed.

have also given a huge shot in the arm to bond prices, causing interest rates to fall.

Figure 10
S&P 500 vs. Monetary Base®

(Monetary base: weekly, billions, through 12-30-09; S&P 500: dalily, through 01-06-10)
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5 Ses Arthur B. Laffer, "Red Sky in the Morning: Investors Take Waming,” Laffer Asscciates, November 12, 1999; and Arhur B. Laffer, "Deadly
Serlous Four Key Issues for the New Year," Laffer Associates, January 7, 2000.
8 Eor monetary base we use the sum of reserve account balances at the Fed, currency in circulation, service related deposits and vault cash surplus.

9



Laffer Associates Laffer Associates Economic Qutiook: 2010 and Beyond

Low interest rates and rising stock prices are both consistent with the current explosive monetary policy. in summary, we've
had the printing of money effect. Sadly for us, the Fed printing of money effect can't continue. The stimulus from printing
money is a short-term palliative and won't last. Following the near terim explosion of the monetary base will be inflation.

3.} The Tax Boundary of January 1, 2011

The third green shoots effect is deadly serious and concerns the income deferral effect of changes in tax rates. President
Obama, when he took office, agreed not to proactively eliminate Bush’s tax cuts, instead he let them expire as scheduled at
the end of 2010. So on January 1, 2011, tax rates are scheduled to rise dramatically. The personal income tax rate will
increase from 35% to 39.8%, and if there is a health care 5.4% add-on as contained in the House version of the health care
bill, this rate will increase to 45%. The dividend tax rate will increase from 15% to the top rate on ordinary income, aiso 45%,
and the capital gains tax rate wili increase from 15% to potentially 25.4% with a heaith care surtax. The carried interest tax
rate will go from 15% to 35% in 2010, and then on January 1, 2011, it will go from 35% to 39.6% or 456% with the health care
tax add-on. There are also taxes contained in the House passed version of cap-and trade, which will be added if that version
gets through the Senate. Payroll taxes for incomes over $200,000 are also scheduled to rise by 1.9% in 2010. 1 couid go on,
but what's the point. There are lots of tax increases in our future and many of them will ba instituted on January 1, 2011.
And, don't forget state and local tax increases as welt,

Higher tax rates on January 1, 2011 will incentivize people to accelerate income out of 2011 and into 2010: Somewhere
between 3 and 4% of GDP. GDP growth in 2010 will be some 3 to 4% higher than it otherwise should be, thus green shoots.
The transfer of income from 2011 into 2010 will not only make 2010 higher than it otherwise would be it will also make 2011
3 and 4% lower than it otherwise should be because people have shifted income out of 2011 into 2010. The tax boundary
that will oceur on January 1, 2011 telis me that GDP growth in 2010 will be some 8 to 8% higher than GDP growth in 2011.
A year on year decline from trend of some 6 to 8% in GDP growth would represent a larger collapse than occurred in 2008
and early 2009. '

The effect of the shift in income on GDP growth in 2010, however, is going to be fairly substantial but when the U.S.
economy comes to 2011, the frain’s going to come off the tracks. For a comparable anecdote, in 1881 when President
Reagan’s tax bill passed, the President gave me a congratulatory call, yet he sensed early in the conversation that | was not
as excited as he thought | should be. He said, “What's the matter? You're not going to pour cold water on the tax bill, are
you?”

And | said, “Oh, no, no, sir. I'm really ecstatic we passéd the bilt."

"“What's the matter?” he said, “| mean, are you upset we didn’t get the full 30% cut in taxes, we only got 25%7"

“Nop, sir. 'm really amazed that you got 25%. | didn't think you'd get that much. It's just incredible that you got the 25%. No
one expected us to get the full 30." :

“Well then what is it that's bothering you?”

"Well, sir, it's that you phased in the tax cuts.”

"You've got to be practical Arthur. We have all of these Congressmen and all of these Senators who are worried about fiscal
solvency and deficits. By phasing in the tax cuts, we were able to project smaller deficits, giving the Senators and
Congressmen cover to vote for the bill. Quite simply that's wity we have such a huge majority in both parties voting for our

tax bill and our spending bill,” he said.

" know, sir. It's really wonderful that you were able to get such a large bi-partisan vote, but let me ask you a question, sir.
How much would you shop at a store a week before that store has its big discount sale?”

The President hesitated for a moment and then said, "Oh my gosh. How bad is it going to be?"

“Sir, it's going to be a barn burner. People are going to defer income until January 1, 1983, and that deferral will have a
huge impact on the U.S. economy,” | explained.

Shortly after my conversation with the President, on December 21, 1981 | was interviewed by Barron’s with regard to the tax
bill.” Here's what | said in the midst of the fray: ‘ -

Q. Well, are you disappointed, so far, with Reaganomics?

7 "Na Strinking Supply-Sider: Economist Arthur Laffer Keeps the Faith®, Barron’s, December 21, 1981.
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A. 1 am not surprised about what's happening with the current Administration. But I'm disappointed, frankly, that Stockman
had enough influence to convince the President 1o postpone the tax cuts.

Q. Why?

A. Let me answer this way: Suppose you have to go back to school and not earn income in one of the next two years.
But you get to choose which year. Which year do you go back? This year, when tax rates are high, or next year, when tax
rates are low? Which is the year you choose not to earn your income? That is what we are seeing happen.

So people were deferring their income so that they could take advantage of lower tax rates in the future, and they were
accelerating expenses so that they could deduct them ahead of the tax cuts. That was what | was saying then. The interview
continues:

Q. What is your economic forecast, Arthur, for next year?
A. 1981, obviously, has been a bad year because they postponed the fax cuts, and 1982 doesn’t look great.

Q. You said before, Arthur, that you think the timing of Reagan’s tax culs is off, Are you salisfied, though, that once the full
impact of the program is felf...?
A. Once we are in '83 and '84, we are going to be in a great economy.

Q. You sound prelly definite about that.

A. Oh, yeah, there is no question of that in my mind. | couldn't be more certain of a proposition than | am of that, given the
uncertainty of my profession. Everything | fook at, the fastest-growing economies in the world—from the Ivory Coast to
Hong Kong to whatever— all have low tax rates. High taxes reduce the incentive to proflt and you just don't expand really
rapidly through government. Especially, not through redistribution policies.

Compare what | actually said to what actually happened to annualized real GDP growth rates by quarter from the first quarter
of 1981 through the fourth quarter of 1984,

Figure 11
Real GDP Growth
(quarierly, atrigtr annualized, 1981-1884)
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Fast forward to today, the Obama administration bolstered by the Reid/Pelosi Congress has postponed tax increases.
People will accelerate income out of 2011 into 2010, and that acceleration is going to lead to a seemingly very good
economy in 2010 e.g. green shoots. Once we pass the January 1, 2011 tax border, however there will be a huge drop in
real GDP growth. For the two years 1981 and 1982, real GDP growth was pretty close to zero, 3.0% below its long term
averagel (Figure 11} In the first quarter of 1983, annualized quarter on quarter real GDP growth was 5%, second quarter
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growth was 9%, third quarter 8%, and fourth quarter over 8% again. That represents four quarters positive growth for 1983
of 7.5% (Figure 11). And the growth continued. In the first quarter of 1984 growth was 8%, second quarter 7%, third quarter
4%, and by the fourth quarter of 1984 it had fallen to a respectable 3.5%. For 1984 real growth was slightly above 5.5%.
That is over 8% real growth over the two years 1983 and 1984, ’

Imagine what will happen with Obama’s mirror image of Reagan's policies. A mirror image in econemic growth will occur
{Figure 12). The deferral of the tax increases has led to a much rosier economic scenario for 2010 than otherwise would be
the case, but this rosy scenario will be short-lived. You cannot have a prosperous economy when government is
overspending, raising tax rates, printing too much money, over-regulating and restricting the free flow of goods and services
agross national boundaries. That's our forecast for 2010 and the beginning in 2011,

Figure 12
Estimated Real GDP Growth If 1981 — 1984 Effect Were Reversed (With Actual 2009 Growth)
(quarterly, qtr/gtr annualized, 2009-2012)

10% - 10%
8w { L 8%
6% A - 6%
4% L 4%

2% 4 2%

0% 0%

2% 2%
-4% L 4%
-6% 6%

-8% -8%

-10%

-10%
2009Q1 2008Q3 2010Q1 2010Q3 2011QH 2011Q3 2012Q11 2012Q3

For those of you who are aficionados of recent economic history there has been a significant misconception of exactly what
President Reagan's 1981 tax cut was. The 1981 tax bill did not change any earned income tax rates per se—save for two
new rates af the hottom of the scale of 11% and 12%. All other eamned income tax rates remained the same, including the
highest rate of 50%. The so-called 25% tax cut made income tax brackets much larger but kept tax rates the same. The:
important features of the bill were:

e Brackets extended much further out without tax rates being changed (Table 1).
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Table 1
Table A-5 Federal Individual Income Tax Rate Schedules, 1979-84 ¢
1978 act 1981 act©-°

Calendar Calendar Calendar Calendar Calendar

Taxable income Years Year year year year

{dollars) * 1979-8°%° 1987 1982 1983 1984
0 -3,400 0.00% 0.00% 0.00% 0.00% 0.00%
3,400 - 5,500 14.00% 13.83% 12.00% 11.00% 11.00%
5,500 - 7,600 16.00% 15.80% 14.00% 13.00% 12.00%
7,600 - 11,900 18.00% 17.78% 16.00% 15.00% 14.00%
11,900 - 16,000 21.00% 20.74% 19.00% 17.00% 16.00%
16,000 - 20,200 24.00% 23.70% 22.00% 19.00% 18.00%
20,200 - 24,600 28.00% 27.65% 25.00% 23.00% 22.00%
24,600 - 29,900 32,00% 31.60% 29.00% 26.00% 25.00%
29,900 - 35,200 37.00% 36.54% 33.00% 30.00% 28.00%
35,200 - 45,800 43.00% 42.46% 39.00% 35.00% 33.00%
45,800 - 60,000 49.00% 48.39% 44.00% 40.00% 38.00%
60,000 - 85,600 54.00% 53.33% 49.00% 44,.00% 42.00%
85,600- 109,400 59.00% 58.26% 50.00% 48.00% 45.00%
109,400 - 162,400 64.00% 63.20% 50.00% 50.00% 49.00%
162,400 - 215,400 68.00% 67.15% 50.00% 50.00% 50.00%
215,400 and over 70.00% 69.13% 50.00% 50.00% 50.00%

a, These rate schedules apply only to marsied parsons filing joint returns.

b. Includes zero-bracket amount.

¢. Does not include add-on minimum tax on preference items or alternative minimum tax
d. Earned income subject to maximum marginal tax rate of 50% .

&. Does net altow for the refundabie earned-income credit,

{. After fax credit of 1.25% against regular tax.

Source: Joseph A. Pechman, "Federal Tax Policy", The Brookings Institution, 1987, pg. 318

o Inflation indexing began in 1984,

+  The difference between earned and unearned income tax rates was eliminated in favor of earned income tax rates
{The Brodhead Amendment) effective in 1981.°

° As a result of the lower unearned income tax rates, the capital gains tax rate immediately fell from 28% to 20% in
1981. Capital gains taxes were calculated by excluding 60% of the gains and taxing the remaining 40% at the
unearned income tax rate. This 60% exclusion was part of the 1978 Steiger-Hansen capital gains tax cut. The 1981
changes dropped the distinctions between earned (50% highest rate) and unearned (formerly 70% but now 50%)
income tax rate, which resulted in the maximum capital gains tax rate going from 28% to 20%.

¢ The real tax bracket extensions weren't quite 256% because the extensions were based on the prior year's numbar.
Therefore, a 5% cut in October of 1981 was on the original tax rates whereas the 10% cut in July of 1982 was on
the brackets after the 5% cut e.g. 9.5% on the original tax brackets and the 10% cut in July of 1983 was on the
1982 brackets (8.55% on the original tax bracket) or a cumulative total cut of 23.05%-—not 25%.

¢ The final feature of the 1981 tax cut was the phase in. Supposedly there was a 5% cut on October 1, 1981, 10% on
July 1, 1982 and 10% on July 1, 1983. As mentioned above the cuts really only amounted to 23%, but also there is
no such thing as a mid-year tax cut. For 1981, for example, withholding was changed on Qctober 1, 1981 but
instead of being a 5% cut for three months the cut was prorated over the whole year at 1.25% (25% x 5%). The cut
for 1982 was the full 5% for 1981 plus half of the 10% cut scheduled for July 1, 1982, adding up to a full 10% cut for
income earned in calendar 1982. For 1983—the full calendar year—the cut was 20%: the 5% from 1981, the 10%
from 1982 and half the 10% for 1983,

The reason | dwell so heavily on the Reagan tax cuts is that Reagan's tax cuts were ostensibly less important to the
economy of the early 1908s than are the Obama tax increases to today's economy. Thus my conclusion would be that
Obama's tax increases will do more harm to the economy than Reagan's tax cuts benefited the economy.

? William Brodhead was a Democratic Congréssman from Michigan’s 17% district from January 3, 1975 to January 3, 1983. A true American hero.
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Housing _
We have a housing paper coming out shortly that focuses on the Laffer Housing Affardability Index.” Most affordability

indices compare median house prices and average income. The Laffer Housing Affordability Index, on the other hand,
focuses on what it costs a family of four per year to own a home, including financial benefits, relative to the family's after-tax
income. Our measure of affordability is plotted below as is the conventional measure of affordability (Figure 13).

Figure 13
3Q-09 Laffer Associates Housing Affordability Index
{quarterly, 4Q-96=1.0, through 3Q-08)
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There are a few simple points here. First, people buy homes with after-tax income, not with pretax income. Taxes really do
affect after-tax income, and therefore can make a significant difference to these indexes and aspecially to their
interpretations. As a point of fact, families are the primary owners of homes, not capita, so any measure of affordability
should look at family income, not per capita income. In addition, affordability should be related to the annual cost of owning
a home, and annual after-tax income. Conventional affordability measures relate the price of a home to pretax income,
which in our view, isn't quite right. And in addition, just as a technical but important point, median home prices should be
related to median income. Conventional measures of affordability compare median home prices to mean income. Median
income figures do include zero-income families, so our index does take into account unemployment rates and
- underemployment. To summarize, the consensus measure of housing affordability is flawed for the following reasons:
e Families, not “capita,” are the primary owners of homes.

« Families buy homes with after-tax income, not pre-tax income.

+  Affordability relates the annual cost of owning a home to annual after tax income, nof the price of a home to pre-tax
income.

« As atechnical but important point, median home prices should best be related to median income. The conventional
statistics are misleading because they relate median home prices to mean income. Medians aren't means.

o Homeowners as opposed to other long-term debt issuers have the ability to refinance their mortgages without
prepayment penaities, which is a significant benefit. We try to capture some of the advantages of being able to
prepay mortgages without penalty by using the lowest mortgage rate for the past three years. Existing homeowners
can refinance at will, which puts them on a par with new home buyers.

? Arthur B. Laffer and Mark A. Wise, “Laffer Associates Housing Affordability Index, Third Quarter 2009", Laffer Associates, December 23, 2009,
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o The '97 Tax Act essentially exempted owner-occupied homes from having any capital gains tax—for individuals
that's $250,000 every two years, and for a couple that's $500,000 every two years. This can be a huge plus for
homeowners

And finally, affordability is significantly impacted by restrictions on supply. The Laffer Mousing Affordability Index does not
incorporate the muttitude of restrictions, fees, and requirements of all sorts, and ali other impediments to building a home
that currently exist across the,country. An existing homeowner is benefitted by supply restrictions which act as barriers to
entry for new homes. Supply restrictions can dramatically change the value of a home. When | was on the Board of
Directors for Lyon Homes in Sacramento, just the fees associated with a building permit, having no benefits whatsoever,
were about $45,000. And these fees were only on the rise and headed higher (Table 1).
Fees at Building Permit™ )
(figures are approximations for average size single family detached homes)

Jurisdiction 2002 2007 % In¢rease
Contra Costa (San Fran) $40,000 $75,000 - 87.5%
Lancaster {(Los Angeles Co) | $30,600 $45,900 53.0%
Riverside County $31,500 $45,500 44.4%
Rocklin (Sacramento) $24,000 $45,000 87.5%
Roseville (Sacramento) $32,000 $48,000 50.0%

San Diego County | $21,900 $27,790 26.9%
Stackton $21,000 $51,000 © 1 142.9%

So that's just the starting cost, the non-refundable ante if you will. So, these supply restrictions do affect affordability.
Analyzing our measure of affordability leads to-the important point here that houses in the United States are currently the
most affordable they have ever been. Maybe it's time to consider buying homebuitder stocks.

Inflation :

The major price indices peaked in July or August of last year, and then experienced a precipitous collapse until January of
this year. Headline inflation numbers, as defined, compare the current month’s price index with the same price index from
one year eariier. Therefore the year on year change is comprised of the current month's number (the numerator) and the
number from one year ago {the denominator). When the denominator is high, prices tend to ook as though they are falling
because of the 12-month ago number, As those 12-month ago numbers fali off their highs—and they have been falling off
thelr highs—inflation numbers are going to be higher than people expected. Last November | wrote, "within the nexf three or
four months, 12-month headline GP! inflation will be in the 2.6 — 3.0% range on its way even higher." "'

Today's headline infiation number on the CP! is 1.9% year over year, and the headiine inflation number for the producer
price index (PPI) is 2.7% year over year. Inflation is no tonger a big negative number as it has been for the past year.
Comparing U.S. inflation with other countries, we've gone from a negative number iast month to a substantially positive
number this month. Over the past three months, we went from the second lowest inflation counttry to the highest. In fact, in
the latest data, Eurozone year over year inflation want from -0.3% last month to 0.5% this month. The U.K. currently has
0.3% inflation, Canada 1.0%, and Japan -2.5% (Figure 14). Expect these inflation numbers to continue to rise.

'°Many thanks to our good friend Doug Neff at Institutional Housing Partners in Irvine, California for supplying this data.
" For further discussion see, Arthur B. Laffer, "Market Expectations and Causalive Reasons for Inflation,” Laffer Associates, November 10, 2009
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Figure 14
Inflation, Selected Countries
(monthly, year on year, through Nov-09)
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Question and Answer

Jay Huck—Egerton Capital

Q: In shorthand, you're saying that 2010 looks good, but 2011 look out. When do you expect this to be discounted in the
market? Lord knows it's nof going fo wait untif January 1, 2011,

A: There's no logic to how long it takes for the market to discount such information, because a lot of times the process
doesn't happen rationally. Looking at some historical examples, the market troughed in August of 1922 ahesad of the
Harding and Coolidge tax cuts, and the economic boom began on January 1, 1923. So the market looked ahead about four
or five months there. Then the market peaked in August 1929, just when the Smoot Hawley tarlff bill was passed, and the
Great Depression began shortly after. Again, the market was four or five months ahead of the economy. For the Kennedy
tax cuts, the market troughed in June of 2962, and then Go-Go ‘60s really began when all of his policies took effect on
January 1, 1863, about seven months later. Likewise, the market peaked in January of 1966 prior to start of the Johnson,
Nixon, Ford, and Carter era. And, the market troughed in July of 1982 just before Reagan's tax cut took full effect on
January 1, 1883.

So, you find the numbers historically have been around four to eight months. | don't know why that seems to be the
discounting period, as you could seemingly argue it should be ionger or shorter, but that's what you see historically in the
numbers.

Peter McMullin—1PC
Q: What's going to happen with the stresses and siraing in the euro market, and how do you see the deminant frend in the
dollar right now?

A: Well, the euro market has a lot of the same problems we do, and especially with the peripheral nations like Greece, when
it comes to debt and overspending. The central nations of the euro market do not. For instance, the problems in Germany
and France are much less than they are in the United States, although the problems in the UK are just as bad. What.| would
expect to see is that that the green shoots effects of the printing of money, of the freefall stopping, and of the deferral effect
bringing income into 2010 will probably be stronger for the U.S. than they are for the euroland. Accordingly, youmay see a
period of the dollar not being as weak as it should be versus the euro.

That could be part of what we've seen over the last few weeks as the dollar has strengtﬁened. When you get a strong
economy, you're going to get a stronger currency, and thatis happening. The U.S. market is also up 65% from its low, which
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leads to people trying to buy into U.8. assets, and that is also helping the dollar. But | don't think any dollar strength will be
long-lived. | think, at most, you've got about a 12-month window.

Q. Increasingly | see people just turned off by fhe political scene in Washington, and more people are fending to be
independent rather than one of the two parties. How does thaf play out in your views?

A: It's very hard for fiscal conservatives to be a Republican after Bush's second term, which was very unattractive. For the
last two years he just wanted out of office and conceded everything. And now people are looking at what Obama, Pelosi
and Reid are doing, and it's making a lot of people scared to death of being a Democrat. So, the parties are both Jargely out
of favor right now.

Elizabeth Bramwell—Sentinel Asset Management
Q: Given the scenario you just laid out, what do you think happens to the stimulus plan, both for this country and also for
other countries going forward?

A: | think there will be less need for a stimulus package over the next six to eight months. You will see President Obama
and the Democratic Congress with smiles on their faces, giving more and more speeches. You will see the election
prospects for Republicans, which | think are very positive right now, dampen as the economy comes back. The Democrats
will take credit for it, but 1 still think the Republicans will pick up a lot of seats in the House and some seats in the Senate.
But i don't think the very optimisfic view of Republicans taking control of the Housse, and maybe even taking control of the
Senate, will happen because the economy will look better. And then when you cross that tax border in 2011, ) think the train
goes off the track. That's when you'll see the panic coming in within the Obama administration.

But for the time being, I think the Fed's doing all it can to make this election good for Obama, and | think the deferral of the
tax increases will also be good for the near term election. But | think that come 2011, Obama will not have the same majority
in the House or the Senate, so he won't be able to blindly push through really bad legislation as he has been doing thus far.
Then the 2012 election will give America the chance to make a serious change. We've got to get good candidates, but there
are some good ones out there. Not that | don't think President Obama is a good man. In fact, 't have rarely seen a more
admirable human with worse economic policies in my life than President Obama.

Moving to international situations, the British should have the chance for change much sooner than us. In May 2010 they
have their generat elections, and it looks like Gerdon Brown is just going to get trounced. But'when you look at Cameron
and the Conservatives, | don't know that the opposition is really geared toward the policies of Reagan or Thatcher either.

Howard Phanstiel—Phanstiel Enterprises
Q: Could you comment on the rise in asset prices in the BRIC countries and whether they are entering a bubble?

A: | haven't studied the situation carefully enough to say whether these countries are in a bubble environment. Certainty
Brazit and Russia are raw materials and hard asset based economies, and they should do well in inflationary times.
Meanwhile, China and India have been putting in place much better responses to the economic crisis than the U.S. and
many other developed countries. So you can understand why the markets in each of the countries would be performing well.
But, | haven't looked closely enough to say whether or not current valuations represent a bubble.

Vipin Sahijwani—Lynx Investment Advisory
Q: You talked a lot about Ricardo, comparalive advantage, and protectionism. How does that affect defaults by some
international economies?

A: Well, anything that hurts the domestic economy of a country will tend to precipitate defaults. | generally just look at it as
an economist, with protectionism affecting economic growth and standards of living, but youre right. It would affect the
defaults too. Firms will have to write assets down under mark-to-market, and cash flows will decrease, so it just makes for
worse conditions. And | do think that protectionism is a really serious global disease. it's one of the few ways the U.S. can
impact other countries negatively.

©2010 Laffer Associates. All rights reserved.
No portion of this report may be reproduced in any form without prior consent. The information has been compiled from sources we believe to be reliable, but
we do not hold ourselves responsible for its correctness. Opinions are presented without guarantee.
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Year on Year Growth in Total Tax Revenue vs. Year on Year Growth in Tennessee State Tax Revenue
(annual, through 2007) ’
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Table 1

Missouri Tennessee
Gross State Product {2008, millions) $237,797 $252,127
10-Year Growth (98-08) 44.8% 56.7%
Gross State Product per Capita (2008) $39,923 $40,402
10-Year Growth (98-08) 34,20% 39.89%
Gross. State Product per Employee (2008} $85,155 $90,791
10-Year Growth (98-08) 39.12% 48.90%
Personal Income (2008, millions) $208,255 $213,359
10-Year Growth (98-08) 51.3% 59.7%
Personal Income per Capita (2008) $34,781 $33,887
10-Year Growth (98-08) 40.6% 43.0%
Population (2008) . 5,956,335| 6,240,456
10-Year Growth {98-08) 7.9% 12.0%
Net Domestic Migration (2008-09) -124 20,605|
10-Year Sum as % of Population 0.77% 4.18%
Nonfarm Payroll Employment (2008} 2,792,525 2,777,017
10-Year Growth (98-08) 4.1% 5.3%
Public Employees per 10,000 (2008} 565,19 528.32
Percent of Total State Workforce Unionized (2008) 11.20% 5.50%
Personal Income Tax Rate (state and local) 7.00% 0%
Corporate Income Tax Rate {state and Iocal) 5.81% 6.50%
Sales Tax Rate (state) 4.23% 7.00%
Individual iIncome Taxes (2007, millions) $5,168 $253
Corporate Taxes (2007, millions) $391 $1,121
State Sales Taxes (2007, millions)* $5,020 $8,454
Property Taxes (2007, millions) £5,258 $4,375
Alcoholic Beverages Taxes (2007, millions) $31 $250
Total Taxes {2007, millions) $19,193 $18,364
10-Year Growth (97-07) 52.38% 72.82%

*Sales tax revenue numbers are state only, whareas other revenue numbers are state and local




Table 2

O
Alaska 0.00% -106.8% 11.0%] 17.2%]. 86.3% 76.5% 105.3%
Florida 0.00% 78.4% 19.0% 17.1% 49.9% 52.3% 104.8%
Nevada 0.00% " 106.2% 41, 1% 36.8% 46.1% 50.8% 128.7%
New Hampshire 0.00% '53.5% 9.6% 9.7% 40.0% 40.0% 72.4%
South Dakota 0.00% 77.9% - 7.8% 14.3% 65.0% 55.7% 63.4%
Tennassee 0.00% 56.7% 12.0% 5.3% 39.9% 48.9% 72.8%
Texas 0.00% 94.5% 20.6% 18.7% 61.3% 63.8% §8.3%
" |Washington 0.00% 64.9% 13.8% - 14.0% 44.9% 44.5% 68.2%
Wyoming 0.00% 137.6% 8.6% 30.7% 118.8% 81.8% 161.3%
Ohio 8.24% 36.2% 1.9% -2.1% 32.7% 38.1% 58.2%
Maine 8.50% 56.7% 4.8% 8.2% 49.5% 44.8% 57.9%
Maryland 9.30% 68.8% 8.7% 11.7% 55.2% 51.0% 82.4%
Vermont 9.40% 59.7% 3.4% 7.4% 54.4% 48.6% 81.2%
New York 10.50% 66.6% 3.8% 6.8% 60.5% 56.0% 77.6%
California 10.55% 70.1% 10.9% 10.3% 53.4% 54.1% 91.1%
New Jersey 10.75% 51.2% 4.5% 6.7% 44.6% 41.6% 87.7%
Haw aiji 11.00% 70.0% 5.9% 16.6% 60.5% 45.9% 70.6%
Oregon 11.00% 60.1% 12.8% 10.2% 41.8% 45.2% 58.1%

“Equal-wsighted averages
*997-2007




Table 3

{7 & i 8 g:‘%\
Connecticut .. -~ 151.43% - 141.50%
New Jersey - 128.28% 128.10%
GChio 114.57% 89.33%
Rhode Island 116.66% 103.16%
Pennsylvania | +  113.47% 101.29%
Maine 94.35% 83.01%
Iinois 133.11% 106.66%
Nebraska 108.01% 94.92%
Michigan 129.97% 88.80%
Indiana 113.84% 85.79%
West Virginia 85.55% 77.56%
Table 4
Connecticut
New Jersey 3.66% 3.35%
Ohio 5.42% 3.33%
Rhode Island 0.44% 0.33%
Pennsylvania 5.72% 3.91%
Maine 0.39% 0.35%
llinois 6.52% 4.47%
Nebraska 0.67% 0.59%
Michigan 5.08% 2.70%
indiana 2.61% 1.80%
West Virginia NA 0.44%

Connecticut 1.72% 1.70%
New Jersey 3.62% 3.90%
Ohio 4.12% 3.43%
Rhode Island 0.45% 0.37%
Pennsylvania 5.38% 4.07%
Maine 0.43% 0.47%
lilinois 5.28% 3.97%
Nebraska 0.60% 0.54%
Michigan 4.75% 3.15%
Indiana 2.21% 1.85%
West Virginia 0.77% 0.61%




Table 5

ma -6.03% -6.80% : A . -371%

Alaska NA -51.11% NA, -35.35%

_ Arizona -27.99% -24.52% -15.39% ‘ -15.41%
Arkansas -4.52% 1.08% -1.49% -0.92%
California -20.24% 21.09% -8.83% ~10.75%
Calorado -13.07% -35.41% -8.14% : : -9.46%
Connetticut -15.01% -26.95% : -1.21% : -11.58%
Detaw are -9,55% | -32.40% NA -9.03%
Florida NA -16.95% . -8,29% -9.31%
Georgla -12.24% -26.34% ’ -7.02% . ~11.30%

Haw ali -13.34% -25.35% -6.03% -8.45%

Waho -18.28% -25.21% -10,48% ~13.44%

lliriois -11,02% -11.66% -5.86% -7.18%
tndiana -10.83% -7.76% 8.13% -1.47%

lowa -4.95% -28.48% 16.53% 0.17%

Kansas -7.24% -29.76% ~1.66% -7.15%
Kentucky -4.82% -26.98% -0.70% -2.04%
Louisiana -7.43% -23.87% -4.69% -6.93%
Maine <13.84% -22,45% -4.54% -8.29%
Maryland -12.37% 1.86% 2.73% . -4.74%
Massachuseits ~16.52% -17.91% -5.32% -12.21%
Michigan . -10.73% -56.84% 14.73% -2.63%
Minnesota -10.66% -25.13% : -3.86% -6.33%
Mississippi -4.22% -15.68% -3.47% -3.77%
Mssouri -6.78% -27.43% -6.13% -5.65%
Montana -4.93% 1.57% : MNA ~2.06%
Nebraska -7.19% -14.78% -1.95% -5.92%
Nevada Na NA -12.78% -3.86%

New Hampshirg* -16.47% -19.57% NA -8.21%
New Jersey -15.40% © -14,98% -8.15% -11.20%
New Mexico -41.81% -27.25% -2.15% -9.76%
New York -15.34% -3.03% -4.61% ' “10.31%
North Carolina -13.04% -25.27% -5.82% -10.03%
North Dakota 16.65% -19.86% 14,54% 4.44%
Ohio -12.72% -26.20% -6.68% -7.14%
Oklahoma -9.05% -4.08% 3.33% -4.16%
Oregon 9.38% -45.76% ‘ NA 2.62%
Pennsylvania -8.25% -20,74% -4.25% -6.61%
Rhode Island ) -11.98% -25.62% -3.82% -6.80%
South Carolina -16.40% -25.39% -9.92% -11.66%
South Dakota NA -30.21% 3.20% 0.80%
Tennsssee”™ -23.82% . -18.85% -8.81% -8.44%
Texas NA ’ NA 1.00% -4.32%
Utah -10.55% : -37.69% -11.21% -11.36%
Vermonl -14.46% 2.33% -5.00% -1.79%
Virginia -2.10% -19.53% -5.56% : -10.08%
Washington NA NA -8.10% -6.49%
West Virginia 2.55% -21.96% 0.02% -1.80%
Wisconsin -3.78% «27.08% -4,24% -2.84%
Wyoming NA NA ' T -4.24% -2.84%
usm -13.37% -11.70% -4.83%, +8.09%

*While NewHampshire and Tennesse do not have a personalincome {ax, theydo boih taxinteres! and dividands so theyboth showpersonalincome laxrevenues
“Totaltaxrevenues forall states not including Washington D.C.






The Missouri Compromise

We structure our discussion this year largely around the state of Missouri. As unlikely as it may seem the
slightly overweight, middle-aged, middte-income, mid-Western state of Missourt is pushing the envelope
on its way toward radical tax reform. Instigated by the state's Show-Me Institute and its founder, Rex
Sinquefield, a tax-swap proposal to eliminate both the state’s personal income tax and corporate income
tax in favor of a static revenue neutral sales tax increase is edging ever-closer to becoming a

constitutional amendment.

Only one state—Alaska in 19 80—has actually removed its progressive income tax. For Alaska the
decision to eliminate the state’s income tax was relatively easy to make given the huge new revenues
coming from the state’s severance tax on oil during the boom years in oil prices in the early 1980s.
Replacing a state's income tax by levying a tax on the other 49 states is a political no-brainer. For
Missouri, however, there is no such easy answer. Missouri doesn’t have a relatively painless tax it can
levy to offset elimination of the personal and corporate income taxes. But even though Missouri's tax
reform is far from a no-brainer, the benefits from reform could be enormous if the process is administered

well and the constitutional amendment is carefully crafted.

A, Summary and Conclusions

The way we are viewing the tax swap issue facing Missouri is to first see what the potential downside
really is. Tennessee is quite similar to Missouri in its basic economic profile. Tennessee, however,
already has a tax structure very similar to the one that Missouri would adopt with the tax swap: And,
Tennessee is doing quite a bit better than Missouri. As a result, it's hard to argue that Missouri is facing

an undue risk by adopting the tax swép.

Secondly, without significant expected benefits, even if there were no downside risk, it still wouldn’t make
much sense to go through all the effort to achieve a tax swap for Missouri. To assess the potential

benefits for Missouri, we have compared the nine states with no personal income tax to the nine states



with the highest personal income tax rates. The differences in economic performance between the two
“groups over the past decade are astounding, illustrating that a tax swap could be a huge benefit for the

citizens of Missouri.

A third way to gauge the benefits of a tax swap for Missouri is to look at the economic consequences that
have befallen the eleven states that have adopted personal income taxes over the past 50 years. To a
state, each of the states that has initiated a progressive income tax has caused a deterioration in that
state's economic performance over the ensuing years. For several of those states that have put in a
progressive state income tax, the economic deterioration has heen catastrophic. Given that Missouri
" wishes to do the opposite of the eleven states that adopted a state income tax by abolishing the income
tax in favor of a sales tax, Missouri citizens should expect a significant improvement in their economic lot

in life based on the time series data of states that have initiated an income tax.

A fourtﬁ consideration of a tax swap for Missouri is the expected consequences such a swap would have
on overall state tax receipts. Here, the results are as clear as they can be. The nine highest tax rate
states’ tax revenue growth is substantially less than the tax revenue growth in the zero income tax rate
states. In addition, Tennessee’s tax revenue growth exceeds Missouri's tax revenue growth. And finally,
states that have put in a progressive income tax where none had previously existed have way
underperformed the nation in tax revenue growth. If Missouri wishes to have fiscal solvency, the tax

swap route is the way to go.

The fifth consideration for Missouri is closely related to the trend of fiscal solvency and has to do with the
volatility of state tax receipts. Once again, state sales tax receipts are far less volatile than are state
income tax receipts.. With a tax swap, Missouri would benefit significantly by having a more stabile tax

revenue stream.



The sixth section of this paper which has been provided to us by Professor Joseph Haslag of the
University of Missouri lays out the locus of sales tax fates and the size of the sales tax base that would

aflow Missouri to effectuate the tax swap. The locus of points is feasible.

B. Missouri: The State

The Show-Me State is a state fairly representative of the nation as a whole. The former border state—
slave state that sided with the Union—is centrally located within the continental United States, has a mix
of Northern, Midwestern, and Southern neighbors, and has a mix of urban and rural areas within the
state. The land making Up present-day Missouri was purchased from France as part of the Louisiana
Purchase and eventually admitted into the Union as the 24™ state in 1821. Missouri, with é population of
about 6 million people, is now the 18" most populous state, and the 21* largest ‘state by area,
encompassing 69,704 square miles. Missouri also has é state population density (86.9 people per square

mile) closer to the national average (86.8) than any other state.

The state has become something of a bellwether politically, with Missouri residents having voted for the
president-elect in all but two elections since 1904. Currently, the state's elected representatives are as
evenly split as possible with one Republican and one Democratic senator, five Republican_ and four

Democratic House members, a Democratic governor, and a Republican lieutenant governor,

Economically, Missouri had a gross state product in 2008 of $238 billion, or about 1.7% of the nation’s
gross doméstic product. That works out to per capita personal incofne of $36,631, which ranked 29" in
the nation. The econorhy is varied, with Missouri home. to the 2™ largest number of farms in the U.S.., and
mining, manufacturing, tourism, services, and a number of other industries contributing to the state's

output.

Income from the earnings of those professional pursuits is taxed in ten different earnings brackets at the

personal level, with marginal personal income tax rates ranging from 1.5% to 6.0%—7.0% with local



Kansas City income tax rates added—'on. The state sales tax rate is 4.225%7 {9.35% with local add-ons in
Kansas City), and the state's maximum statutory corporate income tax rate is 6.25%, which. becomes
5.81% after federal deductibility énd local levies are taken into account. The state does not levy an estate
tax. The minimum wage in Missouri is the federal minimum wage of $7.25, and the state is not a right to

work state.

And, as a personal note, |, Arthur Laffer, have a special fondness for St. Louis, Missouri, which has

erected the world’s largest Laffer curve, which local inhabitants call their Arch.

C._The Proposal

While not complete at present, a summary of Missouri's contemplated tax reform is very similar to the

summary of Missouri Senate Bill SJR 29, included below:

SJR 29 - Upon voter approval, this proposed constitutional amendment replaces the state
individual and corporate income tax, the carporate and bank franchise tax and state sales and use
tax with a tax on the sale, use, or consumption of new tangible personal property and taxable
services equal to five and eleven-one hundredths percent beginning January 1, 2012. Component
parts or ingredients of a new tangible personal property to be sold at retail, federal government
purchases, and business-to-business transactions including agricutture will be exempt from the
new tax while all other exemptions and tax credits will be elimifiated. The enactment of any new
exemptions will require a two-thirds affirmative vote by the General Assembly and approval by the
Governor. The conservation sales tax, the soil and parks sales tax, and local sales taxes will be
recalculated to produce substantially the same amount of revenue.

Each qualified family will receive a sales tax rebate based on the federal poverty level guidelines to
offset the sales tax on basic necessities.

The Tax Adjustment Commission is created to recommend a one-time adjustment to the new sales
tax rate to ensure revenue-neutrality. A rate adjustment may only be recommended to the General
Assembly upon a unanimous vote of the Commission. A concurrent resolution, offered in the house
of representatives, must be adopted by both houses and sent to the Governor in order to make the
one-time rate adjustment recommended by the Commission.

This act is identical to HIJR 56 (2010)."

D. Is Such a Reform Even Feasible: The Downside Risk; Missouri and Tennessee

1 Missouri State Senate; Government Accountability and Fiscal Oversight Commitlee, “SJR 29: Replaces All Taxes on Income with a Sales
and Use Tax", 95" General Assembly, Second Regular Session, January 12, 2010.
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The old phrase "how can we do that?” is ever so apropos for the Missouri tax reform decision. At present
Missouri collects 68% of its state revenues from its income taxes and the state exists and funbtions,
whether its current fiscal system is ideal or not. While an underachiever, Missouri is by no means the
worst performing state in the nation and is far from being in a desperate situation where something has to
be done. If you'll forgive a backhanded compliment, Missouri is not California. In fact, we ranked Missouri
14" out of the 50 states in the 2010 ALEC-Laffer State Economic Competitiveness Index. Missouri's
decision whether to enact serious tax reform is not oné forced on it by necessity, but one of choosihg to
improve the current system. And whenever changes are made out of choice, not nécessity, the old Latin
phrase "Primum non nocere” (first do no harm) applies. Proof that there is minimal risk of doing harm is

this reform'’s first serious hurdle. Why should we fix something if “it ain’t broke™? What's the downside?

‘Just from the numbers alone Missouri and Tennessee have a lot in common. The most significant
difference between the two states is how each state's government chooses to collect its revenues. If
 Missouri's tax reform were to be enacted, Missouri would look a lot like Tennessee. Today, Tennessee
has no broad personal income tax (a la the tax reform proposal for Missouri) but does have a corporate
income tax which would be eliminated in Missouri. Tennessee also has lower property taxes than
Missouri, and derives the bulk of its revenues from é broad-based sales tax (again a la the tax reform
proposal for Missouri) with intra-state and local sales tax rates in the range of 9+%. In short, if Missouri
were to enact their tax reform constitutional amendment, they would transform their political economy into
something very similar‘ to Tennessee’s current political economy. And, Tennessee’s current political
economy really does work. In fact, from the metrics, Tennessee's fiscal system works quite a bit better
than does Missouri’s fiscal system. In the table below, we have listed some of the key metrics for both

Missouri and Tennessee.



Tab

. - . |Missouri Tennessee
Gross State Product (2008, millions) $237,797 $252127
10-Year Growdr (88-08} 44.8% 56.7%
Gross State Product per Capita (2008} $39,023 $40,402
10-Year Growth (98-08) 34.20% 39.89%
Gross State Product per Employee (2008) $85,155 $90,791
10-Year Growth (98-08) 39.12% 48.90%
Personal Income (2008, millions) $208,255 $213,359
10-Year Growth (98-08) 51.3% 59.7%
Personal Income per Capita (2008) : $34,781 $33,887
10-Yoar Growth (98-08) i 40.6% 43.0%
Population {2008) . 5,956,335 6,240,466
10-Year Growth (98-08} 7.9% 12.0%
Net Domestic Migration (2008-09) -124 20,605
10-Year Sum as % of Popuiation . 0.77% 4.18%
Nonfarm Payroll Employment (2008) 2,792,625 2,777,017
10-Year Growth (98-08) 4.1% 5.3%
Public Employees per 10,000 (2008) 55519 528.32
Percent of Total State Workforce Unionized (2008) 11.20% 5.50%
Personal Income Tax Rate {state and local} 7.00% 0%
Corporate Income Tax Rate (state and local) 581% 6.50%
Sales Tax Rate (state} . 4.23% 7.00%

lindividual Income Taxes (2007, millions) $5,168 $253
Corporate Taxes {2007, millions) $391 $1,124
State Sales Taxes (2007, millions)* $5,020 $8,454
Property Taxes (2007, millions) $5,258 $4,375
Alcoholic Beverages Taxes (2007, millions) $31 $250
Total Taxes (2007, millions) $19,193 $18,364
10-Year Growth (97-07) 52.38% 72.82%

*Sales taxrevenue numbers are state only, whereas other revenue numbers are state and locat

In 2008 Tennessee had a gross state product $15 billion higher than Missouri's gross state product and
that difference is increasing rapidly. Tennessee has recently passed Missouri in GSP per capita and is
far ahead of Missouri in GSP per employee. Tennessee is also attracting lots of people from the rest of

the nation while Missouri is a little better than even in net domestic in-migration over the past decade.

Tennessee's tax receipts are slightly less than Missouri's but are growing quite a bit faster. In fact, over
the past decade Tennessee's total tax receipts have risen a lot faster than has Tennessee's GSP while
Missourt's tax receipts growth has only slightly exceeded Missouri’s GSP growth. So much for an income

tax sclving a state’s budget problems.



Table 1 shows, from a 30,000 foot perspective, that Missouri's reform proposal can work, There exists a
real life example where a tax policy very simitar to Missouri's proposed system does work—Tennessee.
Tennessee as a state is quité similar fo Missouri, and Ténnessee’s taxffiscal structure is quite similar to ‘
the tax/fiscal structure being probosed for Missouri. In addition, Tennessee has performed far better than
has Missouri without any major advantages such as special taxes on oil, gambling, or what-have-you.. If
Missouri did nothing other than exactly copy the tax structure of Tennessee, they could virtually eliminate

any chance of a major downside contingency.

The first question of what’s the downside is fairly easy to answer—not much.

E. A Cross-State Time Series Comparison of States without an Income Tax with those States with the

Highest Income Tax Rates

The entire case to be made for Missouri's tax reform has to hinge on improving the overall performance of
Missouri's economy. Because Missouri's proposed tax reform would remove all income taxes in favor of
higher sales taxes (iﬁ Missouri both the state sales tax rate and sales tax base would most likely
increase), the first evidence to be marshaled for or against Missouri's fax reform is a comparison of those
states without broad-based income taxes {as would be thg case if the tax reform proposal were
implemented) with those states that have the highest rates on broad based income taxes (as is the

current case in Missouri),

In the table below, Table 2, we have listed all nine states that do not have a broad based income tax, the
U.S. state average, Missouri, and the nine states with the highest state marginal pérsonal income tax
rates. For each of these states and the U.S. average of all states we have columns for the current i) fop
Marginal Personal Income Tax Rate and, i) Gross State Product Growth, iii) Population Growth, iv} Non-
farm Payroll Employment Growth, v) Gross State Product Per Capita Growth, vi) Gross Stfate Product Per

Employee Growth, and vii) Growth of Total State Tax Receipts, all for the ten year period 1998-2008,



Tahle 2

as + 3 W4 2 a = 0 0 P Rate

Alaska 0.00% 108.8% - 11.0% 17.2%] 86.3% 76.5% 105.3%
Florida . T 0:00%1) 78.4% "19.0%) 17.1%] 49.9%| 52.3% 104.8%
Nevada 0.00% 106.2% 41.1% 36.8%| 46.1% 50.8% 128.7%
New Hampshire 0.00% 53.5%  9.6%] 9.7%| 40.0% 40.0% 72.4%|
South Dakota 0.00%| . 77.9% 7.8% 14.3% 65.0% 55.7% 63.4%
Tenhessee 0.00% 56.7% 12.0% 53% 39.9% 48.9% 72.8%
Texas 0.00% 94.5% 20.6% 18.7% 61,3% 63.8% 88.3%
Washingion 0.00% 64.9% 13.8% , 14.0% 44.9% 445% 68.2%
Wyoming 0.00% 137.6% . 8.6% 30.7% 118.8% 81.8% 161.3%
Chio 8.24% 35.2%: . 1.9% -2.1% 32.7% 38.1% 58.2%
Maine, 8.50% 56.7% 4.8% 8.2% 49.5% 44 8% 57.9%
Maryland 9.30% 68.8%| 8.7%, 11.7% 55.2%|. 51.0% 82.4%
Vermont 9.40% 59.7% 3.4% 7.4% 54.4% 48.6% 81.2%
New York 10.50% 66.6% 3.8% 6.8% 60.5% 56.0% 77.6%
California 10.55% 70.1% 10.9% 10.3% 53.4% 54.1% 91.1%
New Jersey 10.75% 51.2% 4.5% 6.7% 44 6% . 41.6% 87.7%
Haw aii 11.00% 70.0%) - 5.9% 16.6% 60.5% 45.9% 70.6%
Oregon 11.00% 60.1% 12.8% 10.2% 41.8% 45.2% 58.1%

*Highest marginal state and local personal income taxrate imposed as of 7/409 using the taxrate of sach state's largest city as a proxyfor the localtax. The effect of

the deductibility of federal taxes from state tax iabifty Is Included where applicable. NewHampshire and Tennessee tax dividend and Interest income only.
“Equal-weighted averages ’

**997-2007

. The numbers in the tab!e above are truiy striking. Over the past decade, for total gross state product
(GSP) growth, the zero personal income tax rate states have on average outperformed those states with
the highest personal income tax rates by 26.5% over the past decade, and have outperformed the us.
average by 20%. The nine states without a personal income tax also outperformed Missouri by a

whopping 41 %2%.

For a state like Missouri, which had a 45% gross state product (GSP) growth over the past decade, each

additional 10% in growth would add an additional $24 billion to gross state product over the coming




decade. Just catching up to the national average in growth would add $50 biilion to Missouri's gross state
product, while catching up to the no tax states would add $100 billion to Missouri’s gross state product.

That's a lot of money.

Now quite a bit of the extra growth in average gross state product between the highest and the lowest
income tax rate states comes from higher population growth and higher employment growth. And here

again Missouri has been trailing the rest of our sample by a significant amount,

For those states with no personal income taxes, average population growth over the past decade was
about 15.95%, or 9.6 percentage points higher than the average of those nine states with the highest
personal income tax rates, and almost 6 percentage points higher than the U.S. average and 8+
percentagé points higher than Missouri. And, with respect to the ten-year growth of non-farm payroll
employment, the average difference between the zero and highest tax rate states was a similar 9.76
percentage points higher (18.2% versus 8.44%). #or the no tax states versus the U.S. average, the
difference was almost 8 percentage points and 14+ percentage points for the difference between the zero
fax states and Milssouri. Missouri is in terrible shape. Change is needed. If Missouri could make itself one

of the no income tax states they would be in much better economic shape.

Combining gross state product (GSP) growth with population growth and employment growth yields
respectively the critical standard of living and productivity metrics of growth in gross state product (GSP)
per capita and gross stéte product (GSP) per workef. For those states with no personal income taxes,
average GSP per capita growth over the past decade was about 61.36%, or 11,07 percentage points
higher than the average of those nine states with the highest personal income tax rates, 9.97 percentage
points higher than the U.S. average, and an unbelievable 27.16 percentage points higher than Missouri.

‘Missouri's relative performance is awful,

If Missouri had just caught up with the average of the no tax states over the past decade, the average

Missouri resident's income would be more than $12,000 higher. That is amazing. Taxes really do matter.



And, for growth in GSP per employee, the average differences were slightly less, but still a significant
9.86 percentage points higher (57.13% versus 47.27%) for the no tax states versus the highest personal
income tax rate states, 16.73 percentage points for the U.S. average and 18.01 percentage points for

Missouri. Yikes!

Given the data at hand, it is hard to imagine any more conclusive results from a cross-section
time series of states that could be obtained in favor of Missouri’s tax proposal. Missouri needs help
badly, and from the looks of it a switch out of income taxes to broad-based sales taxes is exactly what the

doctor ordered.

F. States That Have Put in an Ingcome Tax

The previous section compared the economic performance of the nine states with.no personal income tax
to the nine highest income tax rate states. While the results were as robust and conclusive as could be
imagined there still are a number of lingering concerns. For example, each state in the U.S. has its own
unigue characteristics and even when characteristics are shared with a few other states it is difficult to
disentangle exactly what has caused what. One could question the reliability of our previous section’s
comparison of the nine zero income tax states with the highest income tax rate states because of
possible differences in the two groups of states. This section narrows the focus by providing a befofe and
after comparison of states that have actually put in a state income tax. The states are the same states

before and after save for the fact that a state income tax was adopted.

At various times over the past 50 years eleven states have adopted a progressive state income tax where
none before existed. This section focuses on what the consequences have been for those states that
have actually put in an income tax. In this way we can control for variations across states, which was not
possible in the previous sections. This time series cross-section analysis should help Missouri make a
reasoned choice if in fact there is a noticeable effect on a state’s prosperity when it puts in an income tax.

The logic is that taking away an income tax will have the opposite effect of putting an income tax in.
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The eleven states where income taxes were adopted from most recent to least recent are: Connecticut
(1991), New Jersey (1976), Ohio (1972), Rhode Island (1971), Pennsylvania (1971), Mairie (1969), lllinois
(1969), Nebraska (1968), Michigén (1967), Indiana (1964), and West Virginia (1962).

In Appendix A, are listed growth rates of Gross State Product (GSP) were the five years prior to putting in
the income tax and then in five year intervals for the 15 years following the date of inception of the state’s
income tax for each of the above 11 states. The first and other odd columns are growth in GSP over the
five year periods and alternating even columns are co mpound anﬁual growth rates (CAGR)of the
pro;:eeding column. Also at the very end of row i) is listed the state’s initial highest personal income tax
rate and what the highest tax rate is now. In the next row ii.) the odd columns are the state’s GSP
percentage of total U.S. gross state product for the dates listed above and in parentheses annual total
U.S-. gross state product growth for the preceding 5 years. For the next three rows, rows ii.), iv.) and v.)
the same comparisons are provided only for personal income (Pl) per capita relative to U.S. personal
income per capita, population as a percentage of U.S. total population and for state and local tax

revenues as % of total U.S. state and local tax revenues,

What we find absolutely astonishing is how the size of the economy of each of these 11 states as a share
of the total U.S. economy (row ii. Appendix A) has fallen subsequent to introducing an income tax. Some
of the deciines are quite large. Connecticut for example went from 1.74% of U.S. GSP in the 1986-1990
period to 1.53% in 2008. New Jersey fell from 3.66% of U.S. GSP in the 1971-75 period to 3.35% in
2008. From 1967 to 1971 Ohio was 5.42% of total U.S. GSP yet in 2008 it was only 3.33%. Rhode
Island and Pennsylvania respectively went from 0.44% and 5.72% of the U.S. in the 1966-70 period to
0.33% and 3.91% in 2008. Maine’s and Iliinojs' pre-tax period was 1964-68 and they dropped
respectively from 0.39% and 6.52% of the total U.S. GSP to 0.35% and 4.77% in 2008. Nebraska for
1963-67 was 0.67% of the U.S. GSP and 0.59% in 2008. And lastly our beloved Michigan which seems

never to get a break went from 5.08% in the 1962-1966 period to 2.70% in 2008. Leaping Lizards!
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And then there's the critical measures of the change in a state’s gross state product and personal income
per capita relative to the U.S. as a whole (Table 3 and Table 4). Personal income per capita is the closest
measure to be found that represents the state's standard of living and gross state product is the truest

‘measure of a state’s output.

Connecticut 151.43%

New Jersey 128.28% 128.10%
Ohio ) 114.57% 89.33%

Rhode Isiand 116.66% 103.16%
Pennsylvania 113.47% 101.29%
Maine 94.35% 89.01%

Iflinois 133.11% 106.66%
Nepraska 108.01% 94.92%

Michigan 129.97% 88.80%

Indiana 113.84% 85.79%

West Virginia 85.55% 77.56%

Just look at the declines in personal income per capita relative to the overall U.S. It's more than
depressing; it's an absolute tragedy when you realize just how much opportunity the citizens of these

sleven states have lost following their adoption of a progressive income tax. On a human level it's

appaliing.

Table 4

Connecticut - .
New Jersey 3.66% 3.35%
Chio 5.42% 3.33%
Rhode Island 0.44% 0.33%
Pennsylvania 572% 3.91%
Maine 0.39% 0.35%
Hlinois 6.52% 4.47%
Nebraska 0.67% 0.59%
Michigan 5.08% 2.70%
Indiana 2.61% 1.80%
West Virginia NA ] 0.44%
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Declines in gross state product relative to the overall U.S. tell the same sad story as the loss in personal
income per capita relative to the U.S. Lower output means fewer jobs, less goods produced and a
diminished capacity for prosperity and wealth generation. Siower growth should never be the goal of any

jurisdiction, and it's clear that a progressive income tax has a decidedly negative impact on growth.

The income experiments for each and every state that has instituted a personal income tax has been an
abject failure. In each case the state’s economy has become a smaller portion of the overall U.S.
economy and the state’s citizens have had their standards of living dramatically reduced. Based

on these results, eliminating the income tax will improve a state’s lot in life and Missouri needs a lift.

G._Tax Revenues and a Quick Trip Back in Time to Delaware

As an anecdote of what .is possible with tax cuts, we would like to point out the experience De!aWare had
wit_h total state tax revenues when Delaware drastically cut income tax rates. While Delaware isn't part of
OL-J.I.' usual set of states with which we are comparing Missouri, the Delaware experience has lots to do
with good state economic policy and especially with respect to what Missouri is considering. Back in 1978
Arthur Laffer was integrally involved with tax reform in Delaware when Pete DuPont was Delaware’s
governor. He sought to reduce the state’s incredibly high highest marginal income tax rate, which at the
time was 19.8%. As it so happens Governor DuPont was successful beyond anyone's wildest
imagination and fhe top rate feil from 19.8% in 1978 to a 6.9% in 1998-—the rate_is currently 5.95%.

When Governor DuPont proposed his tax rate reduction plan he was met with a chorus of criticism. much
of which was centered on the loss of tax revenues and the dire consequences the revenue shortfali would
have on the state's ability to help the poor, minprities and the disadvantaged. He persevered, however,
following in the footsteps of President John F. Kennedy and President Kennedy's famous quote that the
best form of welfare is still a good high-paying job. And now we know what actually happened.-The

Delaware Laffer Curve figure reproduced betow says it all.
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Tax Revenues (millions)

Figure 1
Delaware’s Rate Cuts Enhanced State Revenues
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Even when we compared Missouri over the past decade with the no-income tax state of Tennessee
(Table 1) the path of total tax receipts dramatically favored Tennessee. From 1998 through 2008
Tennessee's total tax revenues grew by 72.8% versus Missouri's 52.4%. If the existence of an income

tax doesn’t even provide more revenues, it doesn’t do any good.

We have also provided a detailed comparison of the nine no-income tax states with the nine highest
income tax rate states (Table 2). The last column of Table 2 looks at total state tax receipts growth over
the past decade. Average growth of tax receipts for the no-income tax states exceeded the average
growth of tax receipts for the highest income tax rate states and the U.S. average by about 22% over the
past decade. Zero income tax rate states' total tax revenues grew by 40% more than Missouri's tax

receipts grew—(96.12% vs. 52.38%).
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Zero income tax states outperform in every conceivable fashion their higher taxed brethren and

have more tax revenues. Go Figure!

&

Table 6
Connecticut 1.65%
New Jersey ' . 4.03%
Ohio 3.61%
Rhode Island 0.38%
Pennsylvania ' 4.10%
Maine 0.44%
Minois 432%
Nebraska 0.56%
Michigan 2.91%
Indiana 1.66%
West Virginia 0.48%
Table 7
Connecticut 1.72%
New Jersey 3.82%
Chio 412%
Rhode tsland - 0.45%
Pennsylvania 5.38%
Maine 0.43%
{linois 5.28%
Nebraska ' 0.60%
Michigan 4.75%
Indiana 2.27%
West Virginia 0.77%
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H. The Stability of Tax Receipis

In the previous sections of this study we have focused extensively on measures of state prosperity and to
a lesser extent on overall tax receipts. But another maijor issue that state and local governments face has
to do with the stability of tax receipts, When tax receipts are volatile that usually means a shortfail of
revenues when times are tough and spending needs are the greatest, and excess revenues wheh tfmes
are good and some gover.nment spending is superfluous. Revenue fluctuatrions move exactly counter {o

government spending needs.

State and local governments spend too much during good times on fnarginai projects solely because they
can. And then when bad times come they are forced to raise taxes and/or cut back on desperately
needed projects. Volatility of revenues and spending needs is anathema to good governance. Therefore,

for a state to function efficiently it is better to have less volatile revenues.

The table below, Table 5, reproduces from “The State Revenue Report” of the Rockefeller Institute, with
sfightly updated date, the annual percent change in the year over year numbers ending in June '09 versus
June '08 for each state's personal income tax (PIT), corporate income tax (CIT), sales tax and total tax

revenues.
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Table 5

Alabama -6.03% \ X -3.77%
Alaska NA . -51.11% -35,35%
Arizena -27.99% ~24.52% -15.39% ~15.41%
Arkansas -4.52% 1.08% -1.49% -0.92%
California -20.24% 21.09% -8.83% -10.75%
Colorado -13.07% -35.41% -8.14% -9.46%
Conneclicut -16.01% -26.95% -7.21% -11.58%
Dalaw are -9.65% -32.40% MA -9.03%
Florida - NA -16.85% -8.29% ~9.31%
Georgia -12.24% -26.34% -7.02% -11.30%

Haw aii -13.34% -25.36% -6.03% -8.45%
daho -18.28% -26.21% -10.48% X -13.14%

liinols -11.02% «11.66% -5.86% -718%
hdiana -10.83% -7.75% 8.13% -1.47%

lowa -4.95% -28.48% 16.53% 0.17%
Kansas -7.24% -29.76% -1.66% -71.15%
Kentucky -4.82% -26.98% . -0.70% -2.04%
Louisiana -7.43% -23.87% ~4,69% ~8.93%
Maine -13.84% -22.45% -4.54% -8.20%
Maryland -12.37% i 1.86% 2.73% ~4.74%
Massachusells -16.52% ~17.91% -5.32% -12.21%
Michigan -10.73% - -56.84% . 14.73% -2.63%
Minnesola -10.66% -25.13% . -3.868% -6,33%
Mississippi -4.22% -16.68% -3.47% -3.77%
Missouri -6.78% -27.43% -6.13% -5.85%
Montana -4.93% 157% NA -2.06%
Nebraska ~7.19% ~14.78% ~1.95% -5.92%
Nevada NA NA ~12.78% -3.86%
New Hampshire* -16.47% ~19.57% NA -8.21%
New Jersey -15.40% -14.98% -8.15% =11.20%
New Maxico -41.81% -27.25% -2,15% -9.76%
New York -15.34% -3.03% -4.61% -10.31%
Norih Carolina -13.04% -25.27% -5.82% -10.03%
North Dakota 16.66% -19.86% 14.54% 4,44%
Ohio -12.72% ~26.20% -6.68% -7.14%
Oklahoma -9.05% «4,88% 3.33% ~4,16%
Oragon : 9.38% -45.76% NA 2.862%
Pennsylfvania -8.25% -20.74% -4,25% ~6.61%
Rhode Island -11.98% '-25.62% -3.82% -6.80%
South Carolina -16.40% ’ -25.39% . -8.92% -11.66%
South Dakota NA -30.21% 3.30% 0.90%
Tennessee* -23.82% . -18.85% -6.81% -8.44%
Texas A NA 1.00% -4.32%
tah -10.55% -37.89% -11.21% -11.36%
Vermont -14.46% 2.33% -5.09% -1.79%
Virginia -9.10% «19.53% -5,56% -10.08%
Washinglon NA NA -8.10% -8.49%
West Virginla 2.55% -21.96% 0.02% i -1,90%
Wisconsin -3.78% -27.06% -4.24% -2.84%
Wyorming N4, N4 _ ' -4.24% -2.84%
u.s™ A3.37% 11.70% -4.63% -8.08%

" While NewHampshire and Tennesse do not hava a persenalincome tax, theyde both laxintasest and dividends so theyboth show personal Income taxrevenues
“Totallaxrevaenuesfor all stales not including Washington .G,

By relying on sales taxes and corporate taxes (and property taxes on a local level) rather than on
personal income taxes, government revenue fluctuations over bad and good times are lower.  Simply

put, revenues from sales and corporate taxes are more stable and reliable than are income taxes.
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To wit, personal income tax receipts for all states were ‘down 13.6% for the twelve month period ended
June '09 from the same period ended June '08. Corporate income tax receipts were down 10.9%, while

sales tax receipts were down only 4.8%.

Meanwhile, of the 39 states with a personal income tax, corporate income tax, and sales tax, the sales
tax component of total tax revenue experienced the smallest percentage decrease (or largest percentage
increase) in 33 of those 39 states. In the other six states, the sales tax experienced the second smallest

decrease. Preliminary tax data for the third quarter tell much the same story.

}. Missouri's Sales Tax, Effectuating the Tax Swap2

In order to gauge Missouri’s ability to make the tax swap from a state income tax to a state sales tax, let
us continue with our example comparing the tax structure in Missouri with that of Tennessee. Missouri
levies a state personal income tax of 8.0% beginning at $9,000 of income. The state also levies a state
sales tax of 4.225%, 3% of which goes to general revenue. Counties and municipalities have the
authority to levy additional sales taxes, and due to large variation in the local portion of the sales tax, the

cumulative sales tax ranges from 4.73% in rural Ripley County to 8.24% in the city of St. Louis.

Tennessee, on the other hand, has no state personal income tax but levies a state sales tax of 7%, all of
which goes to general revenue. Counties and municipalities have the authority to levy an additional sales
tax of up to 2.75%. There is thus less variability in the sales tax rate throughout Tennessee, ranging from

8.5% in Johnson County to 2.75% in Haywood County.

The main difference in the structure of the sales tax in Tennessee versus the structure in Missouri,
however, is that Tennessee has a larger sales tax base—goods and services are eligible for taxation in
Tennessee while they are not in Missouri. in addition, Tennessee raises a significant amount of revenue

through special categorical taxes, such as cigarette taxes and franchise taxes.

2 This analysis was provided to us by Professor Jos_eph Haslag of the Uniyersily of Missouri and the Show-Me Institute.
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Eliminating the Missouri state income tax and replacing it with a sales tax would require raising an
additional $5.6 billion via the state sales tax in order for the tax swap to be static revenue neutral. The
increase in revenues can be achieved by: a) increasing the sales tax rate, b} broadening the sales tax

base, or ¢} some combination of a and b.

In the figure beiow, we 'display an estimated iso-revenue line for the state of Missouri, depicting the
different combinations of state sales tax rate and the percentage of all sales within the state that could be
exempt from a sales tax that would generate the necessary sales tax revenues (Figure 2). The sales tax
rate would need to be raised, and the base would need to be broadened, but the locus of combinations if

feasible.
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Figure 2

Iso-Revenue Line: Missouri Sales Tax Rate and Base Combinations
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Source: Missouri Office of Administration, Bureau of Econgmic Analysis, Laffer Associates Calculations

Finally, the Tennessee Department of Revenue estimates revenue lost due to various sales tax
exemptions. If we assume the economic composition in the two states is similar, we can then extrapolate

the revenue lost from those same exemptions in Missouri.
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Table 8

Revenue Lost due to Sales Tax Exemptaon—-Tennessee Actual and Missouri Estimate (Serwces)
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Table 9

Revenueg Lost due to Sales Tax Exemption—Tennessee Actual and Missouri Estimate {Goods)
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Missouri's proposal of a eliminating the state income tax via a revenue neutral increase in the state sales

tax would represent a positive change for the state. First, the downside of the tax swap appears to be

minimal, if not non-existent—Tennessee currently has a tax structure very similar to the one being

proposed in Missouri and has an economy that is performing better than Missouri's. Just as importanily,

Missouri seems poised to experience significant gains from the tax swap.

22



